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Abstract

In this article, we examine the impact of board internationalization on real earnings management. Using the annual data
of 2,899 Chinese listed non-financial firms with 16,638 firm-year observations over the period from 2008 to 2017 for
empirical analysis, we find robust evidence that higher proportion of foreign directors on corporate boards reduces real
earnings management. Results support the hypothesis that foreign directors increase boards’ effectiveness in monitoring
the management and, consequently, lead to less earnings management by corporate executives. Our results are robust to
alternative measures of board internationalization, instrumental variable analysis, and adding additional control variables. We
further observe that foreign directors are more effective in reducing earnings management in firms with local directors with
foreign experience and in Chinese provinces with developed institutional environment. Moreover, Chinese firms complement
accrual and real activities—based earnings management, and board internationalization is effective in reducing both types of
earnings management. Overall, our findings imply board internationalization improves the quality of reported earnings to
outside shareholders.
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Introduction reasons that they import foreign corporate governance expe-
L fraud h he E d World rience, better understand international capital markets, and
arge corporate frauds, such as the Enron and Worldcom are more independent of the management and can critically

scandals, incorporating the fraudulent financial reporting scrutinize the managers for earnings management (Estélyi &
have led to recognize the importance of corporate governance Nisar. 2016: Miletkov et al.. 2017: Oxelheim et al.. 2013:
for financial reporting of firms. In this context, recent debate Oxel},leim &’ Randoy, 2003) ? ’ ” ’

suggests that board members’ diversity, by increasing the
board’s effectiveness, has significant influence on the quality
of financial reporting and earnings management practices of
firms. For example, the appointment of independent (Klein,
2002), female (Adams & Ferreira, 2009; Harakeh et al., 2019;
Srinidhi et al., 2011), or experienced and more educated
directors (Makaryanawati et al., 2016; Reeb & Zhao, 2013) at
corporate boards can improve accounting disclosures quality
and reduce earnings management. Another recent and note-
worthy addition to this debate is whether and how the board
internationalization affects the earnings management prac-
tices of firms. We add to this literature by examining how the
presence of foreign directors on the boards of Chinese listed
firms would affect the real earnings management practices of 'Jiangxi University of Finance and Economics, Nanchang, China
these firms. 2Huazhong University of Science & Technology, Wuhan, China
The presence of foreign directors is expected to have .
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ings management. Foreign directors can increase the board’s Technology, Wuhan 430074, China.
effectiveness in monitoring the management because of the Email: gianningyu@hust.edu.cn

On the contrary, foreign directors can reduce the board’s
effectiveness because of the reasons that they lack sufficient
knowledge of local laws and regulations, have poor board
meetings’ attendance, and have weak access to soft informa-
tion about the firm, and their presence generates language
issues in board meetings (Choi et al., 2007; Coval &
Moskowitz, 2001; Hahn & Lasfer, 2016; Masulis et al., 2012).

A handful of recent studies have examined the impact of
foreign directors at corporate boards on the level of earnings
management and largely report the mixed results. For
instance, some studies find that the presence of foreign
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directors increases board effectiveness and reduces earnings
management and thus it is beneficial (Du et al., 2017), while
others find that this presence reduces board’s effectiveness
and increases earnings management and thus it is costly
(Hooghiemstra et al., 2019).

One shortcoming of both of these studies is that they
measure only accrual-based earnings management. However,
managers can manage earnings through both the accounting
accruals and real activities (Cohen et al., 2008; Zang, 2012). In
accrual-based earnings management, managers use judgment
in financial accounting to manipulate accruals (Healy &
Wahlen, 1999), such as delaying asset write-offs or under-
provisioning for bad debt expenses, to meet or beat certain
earnings thresholds. On the contrary, in real activities—based
earnings management, managers take actions regarding opera-
tional activities that deviate from normal business practices
(Roychowdhury, 2006), such as the overproduction to reduce
cost of goods sold, temporary increase in sales, or decrease in
discretionary expenditures, with the purpose to meet certain
earnings targets. Some studies have found that managers can
use accrual-based and real activities—based earnings manage-
ment as substitute for each other (Achleitner et al., 2014;
Cohen et al., 2008; Zang, 2012). Thus, measuring the earnings
management just with accruals can give misleading results if
managers manipulate real activities for meeting earnings
benchmarks; the findings of previous studies regarding the
effect of board diversity on accruals-based earnings manage-
ment may not hold after taking into account the extent of real
activities—based earnings management. Therefore, in this
study, our main measure of earnings management captures the
level of earnings management through real activities. Besides,
we use accrual-based earnings management for additional
tests. Another reason to incorporate the real activities—based
earnings management into analysis is that, unlike accrual-
based earnings management where managers use accounting
rules and manipulate earnings through accruals without real
cash flow effects, real activities—based earnings management
is achieved by manipulating the timing and scale of invest-
ments, operations, or financing transactions with real adverse
economic effects (Kim & Sohn, 2013).

Focusing on Chinese context is ideal due to at least two
factors. First, Chinese firms have incentives not only to man-
age earnings but to do so with real activities manipulation.
China Securities Regulatory Commission (CSRC) has
largely used an administrative governance approach to regu-
late China’s stock market (Pistor & Xu, 2005). CSRC relies
on accounting numbers, especially return on equity ratio, to
give approval for IPOs (e.g., initial public offerings), to
assess a firm’s request for rights issue and to decide to de-list
a public firm. This kind of regulatory approach provides
strong incentives to listed firms to manage earnings to meet
or beat earnings thresholds. Several studies have pointed out
that Chinese firms are relying more on real activities manip-
ulation to manage earnings as compared with accrual-based
earnings management (Chen et al., 2008; Dong et al., 2020;

Ho et al., 2015; Kuo et al., 2014; Szczesny et al., 2008). For
instance, Chen et al. (2008) argue that “With rigid rule-based
accounting standards, earnings management through
accounting method choice and discretionary accruals is rare
in China.” (p. 266) In the same vein, other studies have
reported several instances of increase in real earnings man-
agement. They find that Chinese firms managed earnings
more through real activities to meet regulation-imposed
earnings threshold (Szczesny et al., 2008), after the share
split reform in 2005-2007 (Kuo et al., 2014) and after the
adoption of International Financial Reporting Standards
(IFRS) in 2006 (Ho et al., 2015). In a more recent contribu-
tion, Dong et al. (2020) observe that real earnings manage-
ment is getting more and more important for Chinese firms
over recent years.

Second, China, despite rapid economic growth over the
last four decades, is still an emerging economy which suffers
from underdeveloped management practices (Syverson,
2011; Wen et al., 2020). The “Going Global Strategy” was
formally initiated by the Chinese government in 1999 to
encourage Chinese businesses to invest abroad. The pace of
Chinese companies’ internationalization further accelerated
with the announcement of “Belt and Road Initiative” by the
President Xi Jinping in the year 2013 while visiting
Kazakhstan and Indonesia. Chinese firms are taking the full
advantage of these openness strategies. For example, Chinese
outbound investments, especially after the financial crisis of
2008, have recorded a robust growth and the China ranked
the second largest exporter of capital in the world in 2016
(United Nations Conference on Trade and Development
[UNCTADY], 2017). As the openness urges financial and gov-
ernance reforms to compete internationally (Ashraf, 2018;
Ashraf et al., 2021), the Chinese firms are embracing the
need to diversify corporate boards by appointing foreign
directors with international exposures (Du et al., 2017).
Moreover, Chinese government has devoted great effort to
attract talent with foreign experience since the 1990s
(Giannetti et al., 2015). For instance, government suggested
talent promotion as national strategy in 2002. “The Thousand
Talents Program,” which provides returnee talents with
extraordinary benefits, including high salaries, housing
allowances, jobs for spouses and schooling for children, was
launched in 2008. Whether these programs are paying off in
terms of improvement in the management of corporate sector
is still a question to explore. In this backdrop, it is important
to examine the impact of foreign directors on Chinese com-
panies’ practices with very recent data.

For empirical analysis, we use the data of 2,899 Chinese
A-share listed non-financial firms over the recent period
from 2008 to 2017. The most critical empirical challenge
was to collect the data of foreign directors at corporate
boards. We hand-collected these data by searching the infor-
mation about each director’s nationality either from the Wind
database or published financial statements and websites of
related companies. Following Roychowdhury (2006), we
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measure the level of real earnings management based on the
abnormal levels of cash flows from operations, discretionary
expenditures, and production costs. Board internationaliza-
tion is mainly captured by the ratio of foreign directors to
total directors on corporate board. Overall, our findings show
that the board internationalization reduces real earnings
management. Our results are robust to alternative measures
of board internationalization, instrumental variable analysis,
and adding additional control variables. We further observe
that foreign directors are more effective in reducing earnings
management in firms with local directors with foreign expe-
rience and in Chinese provinces with developed institutional
environment. Moreover, Chinese firms complement accrual
and real activities—based earnings management, and board
internationalization is effective in reducing both types of
earnings management.

Our study is different in various ways from a related paper
by the Du et al. (2017). First, Du et al. (2017) use a sample of
11,529 firm-year observations of Chinese firms over the
period 2004-2012. In contrast, our sample, which consists of
16,638 firm-year observations over the period 2008-2017 is
much larger and more recent. Second, they examine the
impact of presence of foreign directors on accrual-based
earnings management, while we mainly investigate their
impact on real earnings management. Third, we also exam-
ine that Chinese firms complement accrual and real earnings
management, and the presence of foreign directors reduces
both types of earnings management by firms.

We contribute to the existing literature in at least two ways:
First, we complement the studies which examine the impact
of board internationalization on firm performance (see, for
example, Coval & Moskowitz, 2001; Hahn & Lasfer, 2016;
Masulis et al., 2012; Miletkov et al., 2017; Oxelheim &
Randey, 2003; and others). Overall, these studies report mixed
evidence. For instance, Oxelheim and Randey (2003) report
that Nordic or Swedish firms, which have outsider Anglo-
American board members, display a significantly higher value
as compared with the firms without such outsiders on board.
Further in this regard, Miletkov et al. (2017) explore that the
impact of foreign directors on firm performance depends on
legal institutions and foreign directors have more strong posi-
tive effect on firm performance in the countries with lower
quality legal institutions. On the contrary, Masulis et al. (2012)
find that firms with foreign independent directors make better
cross-border acquisitions; however, foreign directors have
poor board meeting attendance records and are associated with
a higher CEO compensation, a lower sensitivity of CEO turn-
over to performance, and a greater likelihood of intentional
financial misreporting. Choi et al. (2007) and Hahn and Lasfer
(2016) find that foreign directors have poor board meeting
attendance record due to the geographic distance between
their place of residence and corporate head quarters. Coval
and Moskowitz (2001) show that foreign directors have weak
access to information about on whose board they sit due to
cutting off from local networks that provide valuable soft

information. Hahn and Lasfer (2016) suggest that there is a
trade-off between increased board diversity with foreign direc-
tors and reduced monitoring through fewer meetings. The
combined effect of low meeting frequency and the presence of
foreign directors is that internal corporate governance mecha-
nism weakens, advisory role benefits of foreign directors
reduce, and agency conflicts exacerbate significantly. We add
to these studies by examining the impact of foreign directors
on the level of earnings management in firms.

Second, our major contribution is to the literature which
examines the role of foreign directors in controlling earnings
management (Du et al., 2017; Hooghiemstra et al., 2019).
These studies largely have measured accrual-based earnings
management only and report mixed results. We add to this
literature by examining the impact of foreign directors on
both the accrual-based and real activities—based earnings
management.

The study is organized as follows. The “Theoretical
Framework and Hypotheses Development” section presents
the theoretical background and the testable hypotheses for
the study. The “Data Collection and Variables” section out-
lines the data collection procedures and variable definitions.
The “Empirical Analysis and Results” section introduces
empirical methodology and results. Final section concludes
the study.

Theoretical Framework and
Hypotheses Development

The agency problems arise in modern firms due to the separa-
tion of ownership and control (Jensen & Meckling, 1976); that
is, self-interested managers, who manage and control the firm,
can behave opportunistically and can try to maximize their
own benefits at the expense of shareholders, who own the firm
but do not participate in management. The board of directors
(BoD), who usually are elected by shareholders, monitors the
managers on behalf of shareholders and thus provides the cor-
porate governance mechanism to reduce agency problems.

One key example of agency problems is the low-quality
financial reporting where managers manage earnings to mis-
lead shareholders or other investors. Earnings management
is a practice where corporate managers present an overly
positive view of a company’s business activities and finan-
cial position.

Corporate board diversity in terms of directors’ indepen-
dence, gender, age, and education matters, and is the subject
of recently heated academic debate. Diversity has both ben-
efits and costs (Adams et al., 2015). On one hand, it may
affect firm performance by improving the monitoring role of
the board and providing more resources for decision making.
As one main function of the board is to monitor self-inter-
ested managers (Fama & Jensen, 1983; Hart, 1995), a board
with an adequate number of independent directors and hav-
ing directors equipped with different skills and capabilities
should be able to monitor managers optimally. On the other
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hand, diversity may raise decision-making costs and increase
the likelihood of conflict and factions in teams. As such,
empirical evidence is also inconclusive; although some stud-
ies report a positive effect of board diversity on firm perfor-
mance, others predict a negative or no significant effect
(Erhardt et al., 2003; Post & Byron, 2015; Tasheva &
Hillman, 2019).

Recently expanding literature has also examined the
impact of board diversity on earnings management practices
of firms with inconclusive findings. For instance, one strand
of the studies find that having more directors who are inde-
pendent, female, or with financial expertise increases the
quality of financial reporting by reducing the opportunistic
earnings management activities by the managers (Cornett
et al., 2009; Klein, 2002; Man & Wong, 2013; Saona et al.,
2020). While another strand of studies report that the impact
of corporate governance mechanisms on earnings manage-
ment is not consistent across firms (Feng & Huang, 2020).

One potentially ignored area in this regard with scant
research is how board diversity in terms of directors’ nation-
ality affects earnings management practices of firms. Like
other corporate governance attributes, the exact impact of
board diversity in terms of directors’ nationality on corporate
performance is difficult to predict.

The presence of foreign directors on board can increase,
or decrease, the board’s overall effectiveness in monitoring
the management, and thus the level of earnings management
by the managers. It can help in curbing the earnings man-
agement by increasing the monitoring of management due
to higher openness and independence among board mem-
bers and by transferring the foreign best governance prac-
tices. Board members with same nationality often share
same cultural values and thus might have strong preference
for courtesy and politeness in discussions and issues han-
dling. On the contrary, as foreign directors come from a
totally different background, they are more independent
from the national elites and their presence may encourage
more openness and frankness in board discussions (Gregori¢
et al., 2017; Ochmichen et al., 2017; Oxelheim & Randgy,
2003). Furthermore, foreign directors reduce the level of
cohesiveness in board, think more independently, and can
easily promote cognitive conflict by raising controversial
issues (Forbes & Milliken, 1999). Moreover, foreign direc-
tors who have learnt best corporate governance practices in
other countries, especially with developed corporate gover-
nance frameworks, help in improving local corporate gover-
nance by transferring the knowledge about best corporate
governance practices learnt in other countries (Iliev & Roth,
2018).

Besides open discussions and independence, in the con-
text of emerging market economies such as China, foreign
directors, with background and experience from countries
with developed corporate governance mechanisms, may
bring in ethic improvement and advanced management tech-
niques. Adding such directors to boards, therefore, is likely

to increase the boards’ effectiveness in monitoring the man-
agers. Because of these effects, we expect a negative associa-
tion between the presence of foreign directors and Chinese
firms’ earnings management practices.

Hypothesis 1 (H1): There is a negative relationship
between board internationalization and the level of earn-
ings management.

On the contrary, the presence of foreign directors on
board can decrease the monitoring of management due to
the foreign directors’ lack of knowledge of local laws and
regulations and language issues (Hooghiemstra et al., 2019;
Piekkari et al., 2015), and resultantly can lead to higher
earnings management. Foreign directors’ may lack the
knowledge of local laws, regulations, accounting rules, and
governance styles. Financial reporting standards and gover-
nance styles entail rigorous technical details (Dhaliwal
et al., 2010), which are necessary to understand the level of
earnings management in general, and the extent of earnings
management incorporating managers’ opportunistic behavior,
in particular. And the lack of such detailed knowledge may
lead to foreign directors’ inability to effectively monitor the
management (Hooghiemstra et al., 2019). Consequently,
the presence of foreign directors indeed can result in the
higher level of earnings management.

Another issue with the presence of foreign directors is the
language barrier. Language barrier can affect board discus-
sions in two ways: First, it may be difficult for foreign direc-
tors to communicate and understand the other directors who
are mostly speaking the Chinese language. Second, with the
appointment of foreign director, the language of the board
meeting might need to be changed to English instead of
Chinese, which makes it difficult for Chinese-origin direc-
tors to communicate in non-native English language.
Language barrier may lead to impoverished and silenced dis-
cussions. For example, Piekkari et al. (2015) argue that board
members with a different language may find it difficult to
contribute to board meetings and articulate disagreements.
Resultantly, overall board effectiveness in monitoring the
management might decrease and the level of earnings man-
agement might increase due to language barriers created by
the presence of foreign directors.

Hypothesis 2 (H2): There is a positive relationship
between board internationalization and the level of earn-
ings management.

Data Collection and Variables

Data Collection

In this study, the most critical empirical challenge was to col-
lect the data of foreign directors at the boards of Chinese
A-share listed companies. We started sample construction
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with all companies listed on Shanghai and Shenzhen stock
markets. First, we hand-collected the data of nationalities of
directors of these companies from their publicly disclosed
resumes in firms’ annual reports and cross-check the data
with Baidu (http://baikebaidu.com) and Sina (http://finance.
sina.com.cn) to ensure the accuracy of the data. Next, we
downloaded accounting and corporate governance data from
China Stock Market and Accounting Research (CSMAR)
database. Then, we appended both datasets together. Finally,
we excluded firms in financial industry due to different
financial regulations, eliminated firm-years without suffi-
cient information to compute earnings management mea-
sures, and dropped the observations with missing necessary
data. As a result, our final dataset included 16,638 firm-year
observations for 2,899 companies over the period from 2008
to 2017. We winsorized firm-level continuous variables at
1% and 99% levels to eliminate outliers.

Variables

Dependent variables. Our main dependent variable is real
earnings management. Following Roychowdhury (2006), we
estimate the level of real earnings management based on the
abnormal levels of cash flows from operations (RA ), dis-
cretionary expenditures (RApqpyp), and production costs
(RAzop)- For each firm-year, the abnormal level of RA .,
RA [ rxp» and RA,, o is the difference between the actual
value and the normal value, calculated as standardized resid-
uals from the following three equations, respectively. These
equations are estimated with cross-sectional ordinary least
squares (OLS) regression model for each industry-year.

CFO, 1 S AS,
=B +B —+By——+Bs——+&,. (1
Atfl At—l At—l t—1 '
PROD 1 S,
E=By B ——+By—
Atfl Atfl Atfl (2)
S, AS,_,
By 4B, — g,
4, 4
DISEXP, 1 S,_
————L =By +B ——+B, -+, (3)
4, 4, 4,

Here, the subscript ¢ represents the year. A shows the
change from one year to the next. CFO denotes net cash
flows from operations. DISEXP represents discretionary
expenses and equals the sum of advertising expenses, R&D
expenses and selling, and general and administrative
expenses. PROD is the sum of cost of goods sold and the
change in inventories. 4 is the total assets and S is the sales.

Next, we use RA ;5 RApgeyp, and RAy ., variables to
calculate the aggregate real earnings management variable.
As at a given sales level, companies which tend to manage
earnings upward can have abnormally higher production

costs and abnormally lower cash flows from operations and
discretionary expenses. Therefore, we calculate real activi-
ties—based earnings management as follows by combining
the three variables:

REM =RAprep + (_1)RACFO + (_1)RADISEXP' “4)

Here, higher values of real earnings management variable
represent higher real earnings management and vice versa.

Independent main variables. Following previous literature, we
measure the extent of board’s internationalization, foreign
directors, with the ratio of foreign directors on BoD. Specifi-
cally, it is calculated as the ratio of the number of foreign
directors to total board size. This variable captures the impact
of a higher proportion of foreign directors on the level of
earnings management.

In addition, we use two alternative variables, foreign
directors (presence) and foreign directors (number), to check
the robustness of our findings. Foreign directors (presence)
is a dummy variable equals 1 if a board has at least one direc-
tor with foreign nationality and 0 otherwise. This variable
captures the impact of the presence of a foreign director at
board on the level of earnings management. Foreign direc-
tors (number) equals to the total number of foreign directors
on BoD and captures the impact of higher absolute number
of foreign directors on the level of earnings management.

Independent control variables. Following existing studies on
corporate governance and earnings management (Du et al.,
2017; Luo et al., 2017), we add several variables to control
for other factors which can affect the level of earnings man-
agement in addition to board internationalization. Firm size
is measured with the natural logarithm of year-end total
asset of a firm. Firm growth is year-on-year growth rate of
total sales. Market to book value ratio equals the ratio of
total market value to book value at the end of the year.
Return on equity is the ratio of profits to net assets. Intan-
gible assets equals firm i’s net value of intangible assets in
year ¢ divided by total assets. Board size (Board size) equals
the natural logarithm of total number of directors in board.
Board independence (Independent directors) equals the ratio
of independent directors to total directors. Audit by Big
Four is a dummy variable equals to 1 if the firm is audited
by the four big accounting firms (Deloitte, PWC, KPMG,
and Ernst & Young) and O otherwise. Institutional share-
holding is the ratio of institutional investor shareholdings to
total shareholdings. Foreign shareholding is the ratio of
Qualified Foreign Institutional Investor shareholdings to
total shareholdings. State-owned enterprise is a dummy
variable equals to 1 if the firm is a state-owned entity and 0
otherwise.

Table 1 summarizes the definitions and measurements of
all the variables.
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Table I. Variable Definitions.

Variables

Definitions and measurements

Dependent variables

Real earnings management

DA

Main independent variables
Foreign directors
Foreign directors (presence)

Foreign directors (number)

Control variables

Firm size

Firm growth

Market to book ratio
Return on equity
Intangible assets
Board size
Independent directors

This variable measures the level of earnings management through real activities manipulation.
Specifically, it is calculated as follows:

RA =RAprop —RAcro —RApisexp.

Here, RA represents real activities manipulation, RA ., measures abnormal cash flows from
operations, RAy y» is abnormal discretionary expenditures, and RA,; o is abnormal part of
production costs.

This variable measures the level of earnings management through accounting accruals. Specifically, it is

calculated as follows:
TAi:  Bo N BI(AREV;, — AAR;,) N B2PPE;, te

Ai,t—l Ai,t—l Ai,t—l Ai.t—l

Here, TA is the total accruals of a firm in a year. AREV is the yearly change in total revenues of
a firm. AAR is the yearly change in accounts receivable of a firm. PPE is the annual book value
of property, plant, and equipment of a firm. The residual values from this equation are used as
discretionary accruals.

it

Equals to the number of foreign directors at board to total board size ratio.
A dummy variable equals to | if a board has at least one director with foreign nationality and 0
otherwise.

Equals to total number of foreign directors on BoD.

Equals the natural logarithm of annual total assets of a company.

Equals the year-on-year growth in total sales.

Equals the ratio of total market value to book value at the end of the year
Equals the ratio of profits to net assets

Equals firm i’s net value of intangible assets in year t divided by total assets
Equals the natural logarithm of total number of directors in board

Equals the ratio of independent directors to total directors

Audit by Big Four

A dummy variable equals to | if the firm is audited by the four big accounting firms (Deloitte, PWC,

KPMG, and Ernst & Young) and 0 otherwise.

Institutional shareholding
Foreign shareholding
State-owned enterprise

Equals the ratio of institutional investor shareholdings to total shareholdings
Equals the ratio of Qualified Foreign Institutional Investor shareholdings to total shareholdings
A dummy variable equals to | if the firm is a state-owned entity and 0 otherwise

Empirical Analysis and Results

Empirical Model

We specify following pooled panel OLS model for empirical
analysis.

D\/it = [30 + Z BpIVpit + Z chvpit + YtYearDummy (5)
p=1 p=m+1

+v,Industryp,.. €

Here, i and ¢ subscripts represent firm and time, respec-
tively. DV is dependent variable. We use real earnings man-
agement as main dependent variable. IV represents the main
independent variable of interest which is the ratio of foreign
directors at corporate boards. CV represents other control
variables. We also include year and industry dummy vari-
ables to control for year and industry fixed effects.
Heteroscedastic robust standard errors are used in analysis.

Empirical Results

Descriptive statistics. Table 2 reports the descriptive statistics
for main variables. The mean value of real earnings manage-
ment equals 0.001 which is comparable with Cohen et al.
(2008) who also found a 0.000 mean value. Similarly, the
0.017 mean value of the ratio of foreign directors on BoD
indicates that on average, a board has 1.7% foreign directors
at boards for sample companies. All these variables have
considerable variation across mean values as shown by their
standard deviations.

Table 3 presents the Pearson correlations between each
pair of variables. The coefficients of correlations between
explanatory variables are not that high suggesting that
multicollinearity would not be a concern in multivariate
regression model. Bryman and Cramer (2001) suggests
multicollinearity problem may exist when the correlation
coefficients between independent variables are equal to .80
or higher.
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Table 2. Descriptive Statistics.

Variable Observations M Median SD Minimum Maximum
Real earnings management 16,638 0.001 0.002 0.122 —0.418 0.403
Foreign directors 16,638 0016 0 0.062 0 0.800
Firm size 16,638 22.44 22.38 0.963 20.55 25.25
Firm growth 16,638 0.150 0.109 0.279 —-0.284 0.883
Market to book value ratio 16,638 2.159 1.598 1.931 0.211 11.74
Return on equity 16,638 0.063 0.067 0.113 —0.583 0.347
Intangible assets 16,638 0.048 0.034 0.052 0 0318
Board size 16,638 2.160 2.197 0.199 1.609 2.708
Independent directors 16,638 0.371 0.333 0.053 0.300 0.571
Audit by Big Four 16,638 0.057 0 0.232 0 I
Institutional shareholding 16,638 0.045 0.030 0.047 0 0.210
Foreign shareholding 16,638 0.001 0 0.004 0 0.025
State-owned enterprise 16,638 0.451 0 0.498 0 |

Note. This table reports summary statistics of main variables which are used in empirical analysis. Real earnings management represents the
extent of real activities manipulation to manage earnings, with higher values representing higher real earnings management and vice versa. Foreign
directors is measured as the ratio of the number of foreign directors to total board size. Firm size equals the natural log of annual total assets.
Firm growth equals the year-on-year growth in sales. Market to book value ratio equals the annual share market price to book value per share
ratio. Return on equity equals profits to net assets ratio. Intangible assets represent the share of intangibles in total assets. Board size equals

the natural logarithm of total number of directors on board. Independent directors equals the ratio of independent directors to total directors.
Audit by Big Four equals to | if the firm is audited by the four big accounting firms (Deloitte, PWC, KPMG, and Ernst & Young) and 0 otherwise.
Institutional shareholding equals the ratio of institutional investor shareholdings to total shareholdings. Foreign shareholding equals the ratio of
Qualified Foreign Institutional Investor shareholdings to total shareholdings. State-owned enterprise equals to | if the firm is a state-owned entity

and 0 otherwise.

The correlation between board internationalization
between real earnings manipulation is negatively signifi-
cant providing some preliminary evidence that foreign
directors are helpful in curbing real earnings management
practices in China.

Multivariate regression results. To examine the impact of
board internationalization on real earnings management, we
estimate Equation 5 by using real earnings management as
dependent variable. Results are reported in Table 4.

As shown, the ratio of foreign directors enters negative
and significant with real earnings management in Model 1.
Real earnings management remains negative and significant
when we add other control variables in Model 2. These
results suggest that the higher proportion of foreign directors
on corporate boards boosts boards’ effectiveness in monitor-
ing the management and consequently lowering the extent of
real earnings management.

Results of control variables are also consistent with
expectation. For instance, firms with higher growth rate
(as shown by Firm growth and MtoB), profits, intangible
assets, institutional ownership, and qualified foreign insti-
tutional ownership manage earnings less. On the contrary,
state-owned enterprises (as shown by State-owned enter-
prise) manage earnings more. These results of control vari-
ables are consistent with previous studies, such as Arun
etal. (2015) and Luo et al. (2017), and validate our empiri-
cal model.

Alternative Measures of Board
Internationalization

To check the robustness of our findings, we utilize alterna-
tive measures of board internationalization that include the
presence of foreign directors and the total number of foreign
directors as main explanatory variables. As shown in Table 5,
the higher number of foreign director and the presence of
foreign directors on BoD reduce the level of firms’ real earn-
ings management behavior.

Overall, these results support our H1, while reject H2.
Our results for the discretionary accruals are consistent with
the study of Du et al. (2017) who found that the presence of
foreign directors at the corporate boards of Chinese compa-
nies reduces accrual-based earnings management. We add
that the presence and higher ratio of foreign directors at the
corporate boards of Chinese firms also reduce the level of
real activities manipulation by executives to manage earn-
ings. However, our results are different from Hooghiemstra
etal. (2019) who found that the presence of foreign directors
at the boards of Nordic (i.e., Denmark, Finland, Norway,
and Sweden) firms reduces board effectiveness and increases
accrual-based earnings management. One likely reason is
that foreign directors bring more benefits in emerging coun-
tries by transferring the expertise and experience learnt in
countries with developed corporate governance system.
However, in developed countries, such as the Nordic group,
foreign directors might not be much better than local
directors.
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Ashraf and Qian

Table 4. The Impact of Board Internationalization on Earnings

Management—Main Results.

Table 5. The Impact of Board Internationalization on Earnings
Management: Alternative Measures of Board Internationalization.

U] @ (M @
Real earnings Real earnings Real earnings Real earnings
management management management management
Foreign directors —0.1084++* —0.0635%F* Foreign directors (number) —0.0060**
(-5.536) (-3.050) (-2.728)
Firm size —0.0085:%#* Foreign directors (presence —0.0138#**
g p
(-7.161) (—4.629)
Firm growth —~0.0000 Firm size —0.0085#* —0.0084**
(~0.600) (=7.139) (-7.076)
. Firm growth —0.0000 —0.0000
Market to book value rat ~0.014 |5k g
arket to book value ratio 10937 (-0.572) (-0.504)
R . 0.0049*** Market to book value ratio —0.014|#** —0.014***
eturn on equity :5.|33 10.921) (-10.910)
. . )** Return on equity —0.0049+** —0.0049++*
Intanglble assets —0.0444 (_5 |85) (_5 | 52)
(-2.566) Intangible assets —0.0443%* ~0.0438%*
Board size -0.0129 (-2.557) (-2.504)
(=1.573) Board size -0.0122 -0.0122
Independent directors -0.0073 (-1.471) (—1.499)
0. ndependent directors 0. 0.
(—0.300) Independent d 0.0073 0.0062
Audit by Big Four -0.0067 (-0.300) (-0.254)
-0.879 udit ig Four -0. -0.
( ) Audit by Big F 0.0068 0.0069
Institutional shareholding —0.1366%+* (-0.887) (-0.887)
(-3.831) Institutional shareholding —0.1367#+* —0.1360%**
Foreign shareholding —1.9663%F* (-3.842) . (=3.801)
(—4.776) Foreign shareholding —1.9592%** —1.9974%¥*
i . ot (—4.790) (—4.880)
tate-owned enterprise X X
State-owned enterprise ((;ggg;t s d b 0.0224%5% 0.0223%5*
’ 7.980 8316
Constant —0.0008 0.2194%** ( ) ok ( ) ok
0075 4698 Constant 0.2177 0.2153
(-0.075) (4.698) (4.638) (4.632)
Industry FE Y Y Industr'y FE Y Y
Year FE Y Y Year FE Y Y
Observations 16,638 16,638 Observations 16,638 16,638
R? 0216 0922 R? 0920 0923

Note. This table reports pooled ordinary least squares (OLS) regression
estimation results. Real earnings management is the dependent

variable and represents the extent of real activities manipulation to
manage earnings, with higher values representing higher real earnings
management and vice versa. Foreign directors is measured as the ratio
of the number of foreign directors to total board size. Firm size equals
the natural log of annual total assets. Firm growth equals the year-on-
year growth in sales. Market to book value ratio equals the annual share
market price to book value per share ratio. Return on equity equals
profits to net assets ratio. Intangible assets represent the share of
intangibles in total assets. Board size equals the natural logarithm of total
number of directors on board. Independent directors equals the ratio
of independent directors to total directors. Audit by Big Four equals to
| if the firm is audited by the four big accounting firms (Deloitte, PWC,
KPMG, and Ernst & Young) and 0 otherwise. Institutional shareholding
equals the ratio of institutional investor shareholdings to total
shareholdings. Foreign shareholding equals the ratio of Qualified Foreign
Institutional Investor shareholdings to total shareholdings. State-owned
enterprise equals to | if the firm is a state-owned entity and 0 otherwise.
The t statistics are in parentheses. FE = fixed effects.

**, and *** indicate significance at 10%, 5%, and 1%, respectively.

Note. This table reports pooled ordinary least squares (OLS) regression
estimation results. Real earnings management is the dependent variable
and represents the extent of real activities manipulation to manage
earnings, with higher values representing higher real earnings management
and vice versa. Foreign directors is measured as the ratio of the number
of foreign directors to total board size. Firm size equals the natural log of
annual total assets. Firm growth equals the year-on-year growth in sales.
Market to book value ratio equals the annual share market price to book
value per share ratio. Return on equity equals profits to net assets ratio.
Intangible assets represent the share of intangibles in total assets. Board
size equals the natural logarithm of total number of directors on board.
Independent directors equals the ratio of independent directors to total
directors. Audit by Big Four equals to | if the firm is audited by the four
big accounting firms (Deloitte, PWC, KPMG, and Ernst & Young) and

0 otherwise. Institutional shareholding equals the ratio of institutional
investor shareholdings to total shareholdings. Foreign shareholding equals
the ratio of Qualified Foreign Institutional Investor shareholdings to total
shareholdings. State-owned enterprise equals to | if the firm is a state-
owned entity and 0 otherwise. The t statistics are in parentheses.

FE = fixed effects.

** and *** indicate significance at 10%, 5%, and | %, respectively.
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Alternative Empirical Specification: Change
Analysis

To further confirm that our results are not biased due to
endogeneity, we follow Wen et al. (2020) and perform
change analysis to test whether appointing new foreign
directors reduces real earnings management. In Table 6, the
dependent variable Areal earnings management stands for
the change in real earnings management, calculated by the
variation in real earnings management from the last year to
this year. AForeign directors represents the variation in the
proportion of foreign directors on BoD from year # — 1 to
year t. The control variables are also measured by their
changes. AForeign directors enters negative and significant
showing that increase in the proportion of foreign directors
at BoD leads to a decline in real earnings management.
These findings again support our main results.

Additional Control Variables

Although we have added several control variables in the
main model, to further mitigate the concern that our findings
do not suffer from other omitted determinants of firms’ earn-
ings management behavior, we further add more control
variables. First, we add firm cash holdings represented with
liquid assets and leverage ratio as controls in Models 1 and 2
in Table 7. Second, according to the Chinese Companies’
Law, a CEO can be a member of the BoD. As CEO manages
the business and can influence all major corporate decisions,
earnings management can decrease due to the foreign CEO
who is also a director on the board of same company. In such
a case, our proxies of board internationalization may just be
capturing the impact of a foreign CEO on earnings manage-
ment. To disentangle the impact of foreign CEO from foreign
directors, we generate a dummy variable (CEO_Feign BD),
which equals 1 if a company has foreign CEO or general
manager who is also an executive director and 0 otherwise,
to control for foreign CEO’s effect. As shown in Model 3, the
results of main variable of interest largely remain same as in
Table 4 even after controlling for the effect of foreign CEO.
In unreported results, we also dropped the observations with
foreign CEO and observed that main results do not change.

Finally, while some members of BoD do not have the for-
eign nationality, they may still have the foreign experience
(e.g., studying or working abroad). Such overseas background
may also influence their attitude toward earnings manage-
ment. To control for this effect, we generate a dummy vari-
able, Pre_Overseaback, which equals 1 if BoD includes other
directors with foreign experience and 0 otherwise. As shown
in Model 4, the results of main variables are largely intact.

Instrumental Variable Approach

Although we conduct several tests to mitigate the concern of
endogeneity, such as estimating the change analysis and

Table 6. Testing the Effect of Foreigners on Earnings
Management: Change Analysis.

)
AReal earnings management
AForeign directors —0.0728%**
(-3.194)
AFirm size —0.0474%**
(-6.207)
AFirm growth —0.0000
(—0.885)
AMarket to book value ratio —0.0086%**
(—4.975)
AReturn on equity —0.00| 8***
(-5.000)
Alntangible assets —0.1255%*
(-2.551)
ABoard size 0.0092
(0.765)
Alndependent directors 0.0150
(0.825)
AAudit by Big Four —-0.0037
(-0.390)
Alnstitutional shareholding -0.0159
(-0.964)
AForeign shareholding 0.1632
(0.591)
AState-owned enterprise 0.0042
(0.307)
Constant —0.0056
(—0.408)
Industry FE Y
Year FE Y
Observations 14,970
R? .0446

Note. This table reports pooled ordinary least squares (OLS) regression
estimation results. A shows that all variables are calculated as change from
year tto t + |. Real earnings management is the dependent variable and
represents the extent of real activities manipulation to manage earnings,
with higher values representing higher real earnings management and vice
versa. Foreign directors is measured as the ratio of the number of foreign
directors to total board size. Firm size equals the natural log of annual total
assets. Firm growth equals the year-on-year growth in sales. Market to
book value ratio equals the annual share market price to book value per
share ratio. Return on equity equals profits to net assets ratio. Intangible
assets represent the share of intangibles in total assets. Board size equals
the natural logarithm of total number of directors on board. Independent
directors equals the ratio of independent directors to total directors. Audit
by Big Four equals to | if the firm is audited by the four big accounting firms
(Deloitte, PWC, KPMG, and Ernst & Young) and 0 otherwise. Institutional
shareholding equals the ratio of institutional investor shareholdings to total
shareholdings. Foreign shareholding equals the ratio of Qualified Foreign
Institutional Investor shareholdings to total shareholdings. State-owned
enterprise equals to | if the firm is a state-owned entity and 0 otherwise.
The t statistics are in parentheses. FE = fixed effects.

**, and *** indicate significance at 10%, 5%, and 1%, respectively.

adding additional variables in the baseline model, it is still
possible that unobservable determinants affect our results. In
this section, we use 2SLS instrumental variable approach with
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Table 7. The Impact of Board Internationalization on Earnings Management: Adding More Controls.

Real earnings management

(M @) ©) (4) ©)
Foreign directors —0.0563*** —0.0489** —0.060 | ¥ —0.06007%** —0.0458**
(-3.605) (-2.816) (-3.051) (-3.013) (—2.376)
Firm size —0.0096*** —0.0140%** —0.009 |#** —0.00897*** —0.01 | [P
(-7.255) (-7.986) (-7.672) (=7.726) (-6.893)
Firm growth —0.0000 -0.0000 —0.0000 —0.0000 —0.0000
(—0.681) (—0.958) (-0.649) (—0.640) (—0.920)
Market to book value ratio —0.0128%*** —0.01 | [#¥* —0.0144+** —0.0143%** —0.0059#**
(-9.634) (-10.337) =11.129) =11.371) (-5.967)
Return on equity —0.0046%** —0.0038*** —0.0050%** —0.0050%** —0.1645%+*
(-5.467) (—4.126) (-5.170) (-5.155) (-18.817)
Intangible assets —0.07 | 27%¥* —0.0540%+* —0.0456** —0.0454** —0.075 ¥+
(—4.613) (—4.452) (-2.539) (=2.511) (—4.330)
Board size -0.0122 -0.0136 -0.0128 -0.0121 —0.0142*
(=1.561) (-1.669) (-1.562) (-1.539) (—1.826)
Independent directors —0.0061 —0.0069 —0.0058 —0.0045 —0.0141
(-0.250) (-0.273) (-0.244) (-0.193) (—0.605)
Audit by Big Four —0.0072 -0.0022 -0.0078 -0.0072 —0.0028
(—0.990) (—0.304) (-1.0l16) (-0.974) (-0.332)
Institutional shareholding —0.1 163%¥* —0.1228%+* —0.1298#+* —0.1294#F* —0.0699#**
(-3.031) (-3.551) (-3.390) (-3.366) (-3.268)
Foreign shareholding —0.2273* -0.2181 —0.2429* —0.2471* —1.4830%**
(=1.773) (-1.694) (=1.751) (~1.785) (-3.410)
State-owned enterprise 0.0204*#+* 0.0173*%* 0.02227%* 0.02] 8*+* 0.0139*+*
(7.913) (10.435) (7.829) (8.049) (7.718)
Liquid asset 0.1 101%#¥* —0.0572%**
(-8.560) (-3.431)
Leverage 0.1082%%* 0.0628***
(11.535) (9.039)
CEO_Feign_BD —0.0] | 5k —0.0042
(-3.060) (—0.848)
Pre_Overseaback -0.0031 —0.0008
(-1.626) (—0.457)
Constant 0.2555%%* 0.2820%+* 0.2295%** 0.2255%%* 0.2597*%*
(5.248) (4.954) (4.902) (4.953) (5.502)
Industry FE Y Y Y Y Y
Year FE Y Y Y Y Y
Observations 16,638 16,638 16,638 16,637 16,408
R? .1048 1163 .0879 .0880 1491

Note. This table reports pooled ordinary least squares (OLS) regression estimation results. Real earnings management is the dependent variable and
represents the extent of real activities manipulation to manage earnings, with higher values representing higher real earnings management and vice
versa. Foreign directors is measured as the ratio of the number of foreign directors to total board size. Firm size equals the natural log of annual total
assets. Firm growth equals the year-on-year growth in sales. Market to book value ratio equals the annual share market price to book value per share

ratio. Return on equity equals profits to net assets ratio. Intangible assets represent the share of intangibles in total assets. Board size equals the natural
logarithm of total number of directors on board. Independent directors equals the ratio of independent directors to total directors. Audit by Big Four
equals to | if the firm is audited by the four big accounting firms (Deloitte, PWC, KPMG, and Ernst & Young) and 0 otherwise. Institutional shareholding
equals the ratio of institutional investor shareholdings to total shareholdings. Foreign shareholding equals the ratio of Qualified Foreign Institutional
Investor shareholdings to total shareholdings. State-owned enterprise equals to | if the firm is a state-owned entity and 0 otherwise. The t statistics are
in parentheses. FE = fixed effects.

*, ¥ and *** indicate significance at 10%, 5%, and |%, respectively.

two instrumental variables. The first one is the industry-year
median percentage of firms appointing directors with foreign
nationality (M_Foreign directors). The other one is a dummy
variable (Colonies), which equals 1 if a firm is located in a
province having a leased territory established by Great Britain

during the late Qing dynasty and 0 otherwise (Ang et al., 2014;
Wen et al., 2020). Great Britain established leased territory in
the following provinces: Fujian province, Hubei province,
Jiangxi province, Jiangsu province, Guangdong province,
Shandong province, Tianjin, and Shanghai. People living in
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these provinces have more chances to experience Western cul-
ture (Wen et al., 2020). Moreover, the early openness of these
regions makes them more easily to attract foreign talents due
to their Western-style lifestyles.

As shown in Table 8, the first-stage results in Panel A con-
firm that coefficients on both, M Foreign directors and
Colonies, are positively significant. In addition, the values of
x? and F tests suggest that our instruments are valid. The
results reported in Panel B still support our main findings.

Discussion

The Effect of Institutional Environment

As discussed in the theoretical framework and hypothesis
development section, culture and language barriers affect the
efficiency of foreign directors’ monitor. Because, at first, it
may be difficult for foreign directors to communicate and
understand the other directors who are mostly speaking the
Chinese language. Second, with the appointment of foreign
director, the language of the board meeting might need to be
changed to English instead of Chinese, which makes it diffi-
cult for Chinese-origin directors to communicate in non-
native English language. Hence, foreign directors’ positive
effect on curbing the earnings management by increasing the
monitoring of management due to higher openness and inde-
pendence among board members depends on the mitigation
of language and culture barrier. Institutional environment
affects such barrier. If a firm is located in a province which
has the advanced education and is familiar with Western cul-
ture, then foreign directors can communicate more easily.
We divide our sample into two subgroups based on firms’
location. If a firm is located in eastern coastal China, it is
developed institutional environment subgroup, otherwise it
is not developed institutional environment subgroup. We run
a regression model on the two subgroups and report the
results in Table 9. For developed institutional environment
subgroup, the coefficients on Foreign directors in columns
(1) and (3) are negative and significant. For not developed
institutional environment subgroup, however, the coeffi-
cients on Foreign directors in columns (2) and (4) are not
significant. Thus, the results suggest that the effect of foreign
directors on earnings management is more pronounced in
firms located in developed institutional environment, consis-
tent with our prediction.

Foreign Experience of Other Directors

The foreign experience of some of local directors should also
be considered (Oxelheim et al., 2013). Such experience may
increase the effectiveness of foreign directors in improving
corporate governance and hence curbing real earnings man-
agement practices. When more colleagues can communicate
and understand foreign directors’ opinion, BoD effectiveness
in monitoring the management would increase. We divide our

Table 8. The Impact of Board Internationalization on Earnings

Management: Instrumental Variable Approach.

Panel A: First Panel B:
stage Second stage
) @
Foreign Real earnings
directors management
M_Foreign directors 1.356 %+
(4.91)
Colonies 0.0053*#*
(6.17)
Predicted_Foreign —0.5191%*
directors (-1.967)
Firm size 0.0025%#* —0.0169%**
(4.66) (—12.614)
Firm growth —0.001 0.0005
(-0.65) (0.151)
Market to book value 0.00027##* —0.00047%**
ratio (3.06) (—4.085)
Return on equity 0.0002 —0.0053#**
(0.37) (—4.464)
Intangible assets —0.0193** —0.0772%**
(-2.51) (—4.529)
Board size 0.0021 0.0049
(0.89) (1.019)
Independent directors —0.0061 0.0144
(-0.76) (0.858)
Audit by Big Four 0.0254%#+* 0.0146*
(14.09) (1.864)
Institutional shareholding —0.0326%** —0.1522%F*
(-3.78) (-7.534)
Foreign shareholding 0.5698*+* —0.0021
(15.19) (-0.012)
State-owned enterprise —0.0136%** 0.02] 8k
(—15.68) (5.199)
Constant —0.0466 0.3943%%*
(-3.60) (13.325)
Industry FE Y Y
Year FE Y Y
Observations 16,638 16,638
R? .0642 .0233
Sargan statistic 1.343
(p value) (.2464)
Cragg—-Donald Wald F 30.94
statistic
Stock—Yogo weak ID test 19.93

critical values (10% level)

Note. This table reports results of two-stage instrumental variable analysis.
Foreign directors is dependent variable in Model | and is measured as the
ratio of the number of foreign directors to total board size. M_Foreign
directors and Colonies are two instrumental variables. Real earnings
management is the dependent variable in Model 2 and represents the
extent of real activities manipulation to manage earnings, with higher
values representing higher real earnings management and vice versa.
Predicted_Foreign directors is the predicted coefficients from Model |.
Firm size equals the natural log of annual total assets. Firm growth equals

(continued)
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Table 8. (continued Table 9. The Impact of Institutional Environment.
p:

the year-on-year growth in sales. Market to book value ratio equals the Developed Developing
annual share market price to book value per share ratio. Return on equity
equals profits to net assets ratio. Intangible assets represent the share of (M @
intangibles in total assets. Board size equals the natural logarithm of total Real earnings Real earnings
number of directors on board. Independent directors equals the ratio management management
of independent directors to total directors. Audit by Big Four equals to 8 8
| if the firm is audited by the four big acc<?unting .ﬁrnfs (Deloitte, PYVC, Foreign directors —0.0642% —0.0462
KPMG, and Ernst & Young) and 0 otherwise. Institutional shareholding

st & Young) and ; (-2.122) (~1.528)
equals the ratio of institutional investor shareholdings to total . . ook sk
shareholdings. Foreign shareholding equals the ratio of Qualified Foreign Firm size —0.0075 —0.0103%
Institutional Investor shareholdings to total shareholdings. State-owned (-5.638) (-8.434)
enterprise equals to | if the firm is a state-owned entity and 0 otherwise. Firm growth —0.0000 0.0009**
Thet stlaltistics are in parentheses. FE = fixed effects. (-1.283) (2.290)
**, and *** indicate significance at 10%, 5%, and 1%, respectively. Market to book value ratio —0.0140%% —0.0145%

(-8.937) (—13.422)

sample into two subgroups based on other BoD members’ Return on equity —0.0096*** —0.0024**+
experience. If other BoD members have foreign experiences, ) (-7.143) (=3.767) s
it is foreign experience existence subgroup; otherwise, it is Intangible assets (_gggg)z (:282;)2 '
not foreign experiences existence subgroup. We run a regres- ) ' '

. . Board size -0.0163 —0.0050
sion model on the two subgroups and report the results in (—1.490) (~0.495)
Table 1.0. For not fo.relgn.experler.lce existence subgroup, the Independent directors -0.0448 0.0683
coefficients on foreign directors in columns (1) and (3) are (-1.354) (1.680)
not significant. For .foreign expe.rienc.e existepce subgroup, Audit by Big Four 00111 0.0019
however, the coefficients on foreign directors in columns (2) (~1.128) (0.479)
and (4) are negative and significant. Thus, the results suggest Institutional shareholding —0.1329% —0. 1256k
that the effect of foreign directors on earnings management is (-2.354) (-5.651)
more pronounced in firms, in which other BoD members Foreign shareholding —2.0452%** —1.7424%**
have foreign experiences, consistent with our prediction. (-4.574) (—4.353)

State-owned enterprise 0.0248%+* 0.0 427+
. (4.813) (3.794)
Component Analysis Constant 0.230 0.2095 %+
We follow Roychowdhury (2006) and measure aggregate (3.78¢6) (5.601)
real earnings management variable with three components, ~ Industry FE Y Y
including the sales manipulation (RA,), overproduction ~ Year FE Y Y
(RA,zop)s and discretionary expenses manipulation ~ Observations 11,148 5,490
R? .1074 .0895

(RApgexp)- To further shed light on the impact of board
internationalization on real earnings management, we regress
three categories one-by-one on board internationalization
variable after adding other control variables. As shown in
Table 11, foreign directors enter negative with RA,,,, and
positive with the both RA ., and RA .., (note RA ., and
RApgexp inversely measure earnings management).
Coefficient of RA v 1S not significant though. These
results suggest that foreign directors have stronger effect in
lowering earnings management through the manipulation of
cash flows and production costs.

Complementary or Substitution Effect

Literature suggests that managers can substitute or comple-
ment discretionary accruals-based and real activities
manipulation—based earnings management with each other
(Kuo et al., 2014; Luo et al., 2017; Zang, 2012). A potential
concern with our results is that firms might have decreased
real earnings management by increasing accrual-based
earnings management rather than due to the effect of board
internationalization. To account for this concern, we

Note. This table reports pooled ordinary least squares (OLS) regression
estimation results. Real earnings management is the dependent variable and
represents the extent of real activities manipulation to manage earnings,
with higher values representing higher real earnings management and vice
versa. Foreign directors is measured as the ratio of the number of foreign
directors to total board size. Firm size equals the natural log of annual total
assets. Firm growth equals the year-on-year growth in sales. Market to
book value ratio equals the annual share market price to book value per
share ratio. Return on equity equals profits to net assets ratio. Intangible
assets represent the share of intangibles in total assets. Board size equals
the natural logarithm of total number of directors on board. Independent
directors equals the ratio of independent directors to total directors. Audit
by Big Four equals to | if the firm is audited by the four big accounting firms
(Deloitte, PWC, KPMG, and Ernst & Young) and 0 otherwise. Institutional
shareholding equals the ratio of institutional investor shareholdings to total
shareholdings. Foreign shareholding equals the ratio of Qualified Foreign
Institutional Investor shareholdings to total shareholdings. State-owned
enterprise equals to | if the firm is a state-owned entity and 0 otherwise.
The t statistics are in parentheses. FE = fixed effects.

**, and *** indicate significance at 10%, 5%, and |%, respectively.

calculate discretionary accrual-based earnings management
variable and add it as control variable when regressing real
earnings management on board internationalization.
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Table 10. The Foreign Experience of Local Directors.

Foreign Foreign
experience experience
= | =0
(M @
Real earnings Real earnings
management management
Foreign directors —0.0627%+* —-0.0940
(—4.349) (-1.539)
Firm size —0.0080%** —0.0005
(-3.782) (-0.079)
Firm growth 0.0001 0.0006**
(1.193) (2.112)
Market to book value ratio —0.015 [#¥* —0.01 | 4k
(-5.868) (-3.986)
Return on equity —0.0040%+* —0.0052*
(-3.394) (-1.829)
Intangible assets —0.0828** —0.0835%*
(—2.128) (—2.608)
Board size —0.0264+F* -0.0128
(—4.231) =1.019)
Independent directors —0.0339 0.0083
(-1.007) (0.272)
Audit by Big Four -0.0168 —0.0059
(-1.099) (—0.492)
Institutional shareholding —-0.0578 —-0.101I*
(-0.616) (-2.008)
Foreign shareholding —2.987 | #¥* -1.8186*
(-5.616) (-1.937)
State-owned enterprise 0.01427%+* 0.0106**
(3.443) (2.396)
Constant 0.2399%+* 0.0738
(4.898) (0.600)
Industry FE Y Y
Year FE Y Y
Observations 8,591 8,047
R? .0552 .0224

Note. This table reports pooled ordinary least squares (OLS) regression
estimation results. Real earnings management is the dependent
variable and represents the extent of real activities manipulation to
manage earnings, with higher values representing higher real earnings
management and vice versa. Foreign directors is measured as the
ratio of the number of foreign directors to total board size. Firm size
equals the natural log of annual total assets. Firm growth equals the
year-on-year growth in sales. Market to book value ratio equals the
annual share market price to book value per share ratio. Return on
equity equals profits to net assets ratio. Intangible assets represent
the share of intangibles in total assets. Board size equals the natural

logarithm of total number of directors on board. Independent directors

equals the ratio of independent directors to total directors. Audit by
Big Four equals to | if the firm is audited by the four big accounting
firms (Deloitte, PWC, KPMG, and Ernst & Young) and 0 otherwise.
Institutional shareholding equals the ratio of institutional investor
shareholdings to total shareholdings. Foreign shareholding equals the
ratio of Qualified Foreign Institutional Investor shareholdings to total
shareholdings. State-owned enterprise equals to | if the firm is a state-
owned entity and 0 otherwise. The t statistics are in parentheses. FE =

fixed effects.

** and *** indicate significance at 10%, 5%, and 1%, respectively.

We use modified Jones’s model (Dechow et al., 1995;
Jones, 1991) to calculate discretionary accruals. The following
cross-sectional regression equation is used for estimation.

TA, Bo N B, (AREV,, —AAR, ) N B,PPE,,
A A

i 1-1 i 1-1

+g,. (6)

Here, TA,, denotes total accruals of firm i for year ¢, defined
as income before extraordinary items minus cash flows from
operating activities; A, , | is total assets of firm i at the begin-
ning of year t; AREV, is the change in revenue of firm i
between year tand year /- 1; AAR, , is the change in accounts
receivable of firm 7 between year ¢ and year 7 — 1; and PPE, ,
is the book value of property, plant, and equipment. The
absolute residual values from Equation 6 are used as discre-
tionary accruals.

As shown in Table 12 in Model 1, foreign directors vari-
able still enters negative and significant after controlling for
discretionary accruals-based earnings management. These
results imply that our main results are not biased due to
accrual-based earnings management. Accrual-based earn-
ings management variable enters positive with real earnings
management suggesting that Chinese firms complement both
types of earnings management and are consistent with Kuo
et al. (2014). Furthermore, we also observe in Model 2 that
board internationalization also reduces the accrual-based
earnings management.

To check the trend of accrual and real activities—based
earnings management over time, we introduce a time trend
variable in the regressions in Models 3 and 4. Trend enters
positive with real earnings management while negative with
accruals-based earnings management suggesting that real
earnings management is increasing over time while accrual
based is going down. This later observation suggests that our
focus on real earnings management is a right and timely
choice.

Conclusion

This study examines the impact of board internationalization
on real earnings management by corporate executives. We
use the data of 2,899 Chinese listed non-financial firms with
16,638 firm-year observations over the period from 2008 to
2017. Board internationalization is measured with the ratio of
foreign directors to total directors on the BoD. We find robust
evidence that board internationalization reduces real earnings
management. Our results support the hypothesis that the pres-
ence of foreign directors on corporate boards of Chinese com-
panies increases board’s effectiveness in monitoring the
management and, consequently, lead to less earnings man-
agement by corporate executives. Our results are robust to
alternative measures of board internationalization, instrumen-
tal variable analysis, and adding additional control variables.
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Table Il. Real Earnings Management Component Analysis.

(M @) ©)
RAPROD RACFO RADISEXP
Foreign directors —0.035 [ ##* 0.04727%%+* 0.0296
(-3.690) (5.304) (1.736)
Firm size —0.0085%+* 0.0057#%* 0.0024++*
(—6.990) (3.344) (4.132)
Firm growth -0.0000 —0.0001 —0.0000
(~1.138) (~1.185) (=1.100)
Market to book value ratio —0.01 | 5¥¥* 0.0070%#* 0.0054**
(—11.706) (7.299) (6.435)
Return on equity —0.0046*+* 0.0035%%* 0.0008**+*
(—4.043) (4.675) (3.673)
Intangible assets —-0.0222 0.0408+* 0.0275
(—0.749) (2.914) (1.421)
Board size -0.0020 0.0041 0.0142%%*
(—0.296) (1.o11) (4.631)
Independent directors 0.0358* -0.0220 0.0369%+*
(1.908) (-1.287) (2.910)
Audit by Big Four -0.0006 0.0095%+* 0.0048
(-0.196) (3.206) (0.782)
Institutional shareholding —0.0664** 0.0634%+* 0.07 | [k
(-2.577) (3.554) (3.472)
Foreign shareholding —0.93 [ 2%¥* I.10]1 6%+ I.1146%*
(-3.674) (5.585) (2.825)
State-owned enterprise 0.017##* —0.0031 —0.0085%F*
(4.109) (-0.600) (—4.533)
Constant 0.1610%#* —0.1299%** —0.1076%**
(3.752) (—4.527) (—6.815)
Industry FE Y Y Y
Year FE Y Y Y
Observations 16,638 16,638 16,638
R? .0629 .0420 .0704

Note. This table reports pooled ordinary least squares (OLS) regression estimation results. RA,; oo, RAo, and RA, ¢, are dependent variables in

Models | to 3, respectively. RA,; oo measures the level of abnormal production costs, with higher values representing higher earnings management and
vice versa. RA ., measures the level of abnormal operating cash flows. RAy .., measures the level of abnormal discretionary expenses. Higher values
of both variables represent lower earnings management and vice versa. Foreign directors is measured as the ratio of the number of foreign directors to
total board size. Firm size equals the natural log of annual total assets. Firm growth equals the year-on-year growth in sales. Market to book value ratio
equals the annual share market price to book value per share ratio. Return on equity equals profits to net assets ratio. Intangible assets represent the
share of intangibles in total assets. Board size equals the natural logarithm of total number of directors on board. Independent directors equals the ratio
of independent directors to total directors. Audit by Big Four equals to | if the firm is audited by the four big accounting firms (Deloitte, PWC, KPMG,
and Ernst & Young) and 0 otherwise. Institutional shareholding equals the ratio of institutional investor shareholdings to total shareholdings. Foreign
shareholding equals the ratio of Qualified Foreign Institutional Investor shareholdings to total shareholdings. State-owned enterprise equals to | if the

firm is a state-owned entity and 0 otherwise. The t statistics are in parentheses. FE = fixed effects.

*, ¥, and *** indicate significance at 10%, 5%, and 1%, respectively.

We further observe that foreign directors are more effective in
reducing earnings management in firms with some local
directors with foreign experience and in Chinese provinces
with developed institutional environment. Moreover, Chinese
firms complement accrual- and real activities—based earnings
management and board internationalization is effective in
reducing both types of earnings management.

Overall, our results imply that the board diversification in
terms of nationality is beneficial. It increases board’s effec-
tiveness and reduces information asymmetries between

shareholders and managers by insuring better quality financial
disclosures. We support Chinese government’s reform efforts
to attract foreign talent to improve management practices
within China. Encouraging firms to hire foreign directors
might enhance the effectiveness of corporate governance.

In China, corporate firms also have the board of supervi-
sors in addition to the BoD. One limitation of our study is
that we do not take into account the extent of international-
ization of board of supervisors and is a promising area for
future research.
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Table 12. Complementary or Substitution Effect Between Accrual and Real Earnings Management.

) @) ©) (4)
Real earnings Discretionary Real earnings Discretionary
management accruals management accruals
Discretionary accruals 0.1260%#* 0.1260%%*
(3.644) (3.644)
Real earnings management 0.0253* 0.0253*
(2.046) (2.046)
Foreign directors —0.0601** —0.0286*** —0.060** —0.0286%***
(-2.387) (-3.809) (—2.387) (-3.809)
Trend 0.0087** —0.0015%*
(3.451) (=2.791)
Firm size —0.01 | 8¥** 0.00967%#* —0.01 18*¥* 0.00967*
(-6.353) (6.202) (-6.353) (6.202)
Firm growth —0.0000 —0.0000 —0.0000 —0.0000
(-0.102) (-0.287) (-0.102) (-0.287)
Market to book value ratio —0.01 18*** 0.0015 —0.01 18*¥* 0.0015
(-9.769) (1.723) (-9.769) (1.723)
Return on equity —0.2064++* 0.1299*+* —0.2064*** 0.1299*+*
(—16.162) (19.193) (-16.162) (19.193)
Intangible assets —0.0664++* —0.0838%** —0.0664*** —0.0838***
(-3.190) (-5.094) (-3.190) (-5.094)
Board size —-0.0153 0.0006 —0.0153 0.0006
(—1.646) (0.137) (—1.646) (0.137)
Independent directors —0.0026 —0.0055 —0.0026 —0.0055
(-0.104) (-0.524) (-0.104) (-0.524)
Audit by Big Four —0.0011 —0.0172%#* —0.0011 —0.0172%+*
(-0.093) (-3.386) (-0.093) (-3.386)
Institutional shareholding —0.0575 0.0455%* —0.0575 0.0455%*
(—1.643) (2.061) (—1.643) (2.061)
Foreign shareholding —1.8533%F* —0.43 | 3%F* —1.8533%F* —0.43 | 3%¥*
(-3.517) (-3.701) (-3.517) (-3.701)
State-owned enterprise 0.02] 9k —0.0068*** 0.02 | 9 —0.0068***
(9.597) (—4.333) (9.597) (—4.333)
Constant 0.2874%+* —0.2095%+* —17.2059%** 2.7770%*
(5.484) (-7.790) (-3.384) (2.596)
Industry FE Y Y Y Y
Year FE Y Y Y Y
Observations 16,409 15,457 16,409 15,457
R? 1148 .0665 .1148 .0665

Note. This table reports pooled ordinary least squares (OLS) regression estimation results. Real earnings management is the dependent variable and represents
the extent of real activities manipulation to manage earnings, with higher values representing higher real earnings management and vice versa. Foreign directors
is measured as the ratio of the number of foreign directors to total board size. Firm size equals the natural log of annual total assets. Firm growth equals the
year-on-year growth in sales. Market to book value ratio equals the annual share market price to book value per share ratio. Return on equity equals profits
to net assets ratio. Intangible assets represent the share of intangibles in total assets. Board size equals the natural logarithm of total number of directors on
board. Independent directors equals the ratio of independent directors to total directors. Audit by Big Four equals to | if the firm is audited by the four big
accounting firms (Deloitte, PWC, KPMG, and Ernst & Young) and 0 otherwise. Institutional shareholding equals the ratio of institutional investor shareholdings
to total shareholdings. Foreign shareholding equals the ratio of Qualified Foreign Institutional Investor shareholdings to total shareholdings. State-owned
enterprise equals to | if the firm is a state-owned entity and 0 otherwise. The t statistics are in parentheses. FE = fixed effects.

**, and *** indicate significance at 10%, 5%, and 1%, respectively.
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